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US Indifference to Gold Causes Price Breaks 


- Indexing fortntiation . 0.4.45... 


China: A So-So 1074 Harvest... . 


Note, Statistics 


Overviow 


The price of Gold has fallen sharply as US demand failed to meet foreign 
expectations. Gold slumped to $169.50 yesterday -- down $25.75 from Monday, 
30 December. In December, traders estimated that anticipated US demand had 
added $30 to the price. 


25X6 


On the world Commodity Markets, Prices of Industrial Raw Materials continue 
to fall, having plunged 40% since April. Industrial fibers dropped more than 35% 
and metals more than 25% for the full year 1974, In contrast, world food prices 
rose almost one-third, led by the sharp increase in sugar prices, Petroleum prices 
quadrupled since the October 1973 war. (Confidential No Foreign Dissem) 
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US INDIFFERENCE TO GOLD CAUSES PRICE BREAK 


The gold price dectined sharply last week as the level of US demand fell 
’ short of market expectations, In London, the price declined from $195.25) on 
30) Desember to $169.50 on 7 January. The lack of demand at Monday's Treasury 
auetiot = only 740,000 ounces were sold at prices as low as $153 = confirmed 
mo the feeling that traders had overestimated the US market's potential, at least in 


the short run, 


Major gold producers have not yet reacted to the sharp price decline, South 
Africa and the Soviet Union could restrain supply sufficiently to counter any further 
weakening in price. Pretoria has left open its option to reduce sales but will probably 
sell enough gold to cover foreign exchange needs. The USSR can afford to cut 
sales in 1975 and is likely to do so should the market weaken further. 


US buyer intentions and Treasury policy have been the dominant fietors in 
the market since mid-1974. Predictions by European dealers starting last summer 
that the gold price would hit $200 an ounce even before US citizens entered the 
market had helped drive up prices by more than $40 from mid-October to 
30 December. Treasury's announcement in carly December that it would sell up 
to 2 million ounces, about one to two weeks! supply on European markets, catised 
only a temporary drop in price. 


London Free Market Gold Price’ ; 
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The price of gold in 1975 will hinge on a number of factors Inchiding the 
market's perception of US intentions, the results of upcoming IME discussions on 
gold, and possible changes in other countries! policies on gold. (Confidential No 
Foreign Dissent) a 
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INDEXING FOR INFLATION 


Indexing -- the automatic adjustinent of wages, loans, and taxes to compensate 
for inflation - is an increasingly popular political response to problems stemming 
from spiraling prices. Ht has proved most valuable in minimizing the redistribution 
of income that normally accompanies inflation. While making inflation easier to 
live with, indexing can speed up the inflationary process. 


Use of Indexing 


Index adjustments in wages and pensions usually are triggered only after a 
lag anu often do not compensate fully for price changes. For financial instruments 
such as bends or savings accounts, both the interest payments and the principal 
usually are adjusted retroactively to reflect inflation. Tax rates have been adjusted 
in certain countries by linking the value of personal exemptions and/or the 
deVinition of tax brackets to price indexes. 


Indexing is not new. For example, it) was used as carly as 1742 in the 
Massachusetts Bay Colony to preserve the real value of government bonds. Most 
West European countries began using indexing since the late 1940s. Canada has 
recently expanded its program, and Australia and the United Kingdom are moving 
to implement or broaden indexing programs. Brazil and Isracl now make the most 
extensive use of indexing. 


Among industrial countries, escalator clauses in wage contracts are the most 
widely used form of indexing. In the United States, nearly 4 million workers in 
the private sector are covered by wage escalators. In addition, US social security 
payments were brought under the system last year. At least some wages or pensions 
are indexed in 13 other countries. A number of LDCs = especially Latin American 
countries - have indexed financial instruments with an eye to encourage private 
investment. 
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Use of Indexing in Selected Countries! 
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1 Entries do not necessarily indicate comprehensive indexing in the respective categories, Source: Derived almost entirely from 


SAB. Paes and S. ‘Troflape, “An International Survey of Indesing: and Effects.” National Institute Economic Review, November 
1974, pp. 46-59, Unclassified, 
2 Lepishition now pending. 


Pros and Cons 
Proponents of indexing claim that 
& 


ee adiustment of salaries. pensions. and taxes is socially desirable because 
it protects the real incomes of groups with litte bargaining power in 
the market place or the political arena: 


e adjustment of the value and earning power of financial instruments 
promotes cconenic growth by maintaining incentives to save and invest: 


e indexing tends to moderate inflation, since people feel less need to make 
extreme financial demands in anticipation of continuing price hikes: and 
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Socrot 


© indexing can contribute toa better allocation of resources = for example. 
by andintuining the real return on investuent 


Crities assert hat 


e indexing contributes fo inflation by raising wage costs and by adding 
{0 aggregate monetary demand, 


e weakens puble support for anti-intlation policies by taking the sling out 
of inflation, and 


e distorts the allocation of resources unless applied throughout an cconomy 
ina uniform manner «a difficult: task, at best. 


Assessinent 


Although spreading, indexing remains a minor policy tool in most countries -- 
mainly because of uncertainties concerning its impact. Many observers are convinced 
that wage indexing has intensified inflation, not just made it more tolerable, Finland 
banned wage indexing in 1967 after 22. years of experience, Norway is moving 
to end the practice, und the Netherkinds is reconsidering ils program, 


Indexing of pensions is strongly supported on the grounds of social equity. 
No country that has introduced it seems to have any doubts about the need to 
protect citizens with low, fixed incomes. 


Indexing of financial instruments has helped to revive confidence among 
private investors in at least a few LDCs. Brazil's rapid economic growth over the 
past decade is partly the result of indexing measures that stimulated saving and 
investment. The same is true of Isracl where capital was Aeeing the country prior 
to indexing. In Colombia, however, indexing of mortgage obligations has led to 
overinvestment in housing, depriving competing sectors of capital. 


Indexing of income taxes has been of little benefit to consumers. Except for 
Canada, which introduced the measure in late 1974, these adjustments have been 
largely offset by increases in indirect taxes to compensate for lost) revenues. 
(Unclassified) 
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CHINA: A SO-SO 1974 HARVEST 


The Chinese grain harvest for 1974 was litthe i ny higher than the almost 250 
million tons harvested in) 1973, 


Peking, obviously disappointed, now characterizes the harvest as "an all around 
’ good harvest.” In ils yearend pronouncement, the government did not repeat its 
22 December statement that "total grain output shows a fairly big increase over 
1973, itself a good year, to set a new record." Foreign grain suppliers, who this 
past fall had been asked to postpone deliveries, now are being urged to speed 
up shipments. 


Growing Conditions 


Crops got off to a poor start in 1974. The winter wheat crop was hurt: by 
drought during the growing season and by wind and rainfall at the time of harvest. 
As a result, output failed to measure up to past years despite the record acreage 
planted. Early rice was set back by frost but recovered in time to yield a good 
crop. 


The more important fall harvest - about two-thirds of China's annual grain 
output ~ was unusually late. Growing conditions, however, were generally favorable 
until late in the growing season. Then drought, heavy rain, and insects over extensive 
areas of south and central China and prolonged rainfall in north China damaged 
crops before they could be harvested. For example, the late crop was poor in 
Kwangtung Province, a major producer of rice in the south, and in Shantung 
Province, a major producer of corn in the north. 


Foreign Supplies 


prey 


This past fall, Peking asked all of its major suppliers to postpone delivery 
of almost 2 million tons of grain from the fourth quarter of 1974 to the second 
half of 1975. Because of the favorable prospects for the fall harvest at that time, 


* » Peking apparently believed these shipments could be delayed in order to case its 
t light foreign exchange position. Peking has now reversed itself and is onee again 
, secking immediate deliveries of grain. For example, Peking has requested that 


Canada accelerate the delivery of 457,000 tons of wheat during the first quarter 
of 1975, opened letters of credit to cover an additional -90.000 tons of grain 
from Argentina, and refused the request of a US trader to postpone the delivery 
of 100,000 tons of wheat from the first to the third quarter of 1975. (Seeret 
No Foreign Dissem) @ 
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Note 


Downturn in Nitrogen Fertilizer Prices 


Nitrogen fertilizer prices, already down 10% sitice mid-1974, probably. will 
continue to decline throughout 1975, Although not yet publicly announced, Japan, 
the largest exporter of nitrogen fertilizer, has set its new export price for urea 
30% below current market prices, Arab and West European sellers, who had been 
coordinating their prices with the Japanese on the upswing, almost certainly will 
follow suit, at least part way, on the downswing, The weakening of nitrogen 
fertilizer prices is mainly the result of a retreat from the artiticially high prices 
induced by the severe shortages of 1973/74. Supply and demand relationships have 
markedly changed in the past six months because of worldwide recession and the 
continued commissioning of new fertilizer capacity. In 1975, physical output should 
increase even more than the 8% gain posted in 1974. (Seeret No Foreign Dissem) 
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Whoat-Kansas City #2 Hard Winter (S$ perbushel) 451 458 488 §73 
Corn-Chicago #2 Yallow (§ peor bushel) 348 335 351 2 64 
Soybeans-Chicago #1 Yellow (S per bushel) 706 679 767 595 
Sugar~World Raw New York 411 (¢ per pound) 4375 4750 56 80 1180 
Cotton-—Mamphis 17’ (§ per pound) 03850 03735 04190 07840 
wmepis p78 A8 
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